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EDITORIAL DEPARTMENT NOTE 


That N. A. C. A. members, in spite of the added work being 
placed upon them by the current defense program, are ready and 
willing to co-operate in the exchange of information is indicated 
by the 263 replies received in our most recent questionnaire study. 

; In this case the questionnaires were mailed to chapter secretaries 

: for distribution to those members of their chapters best qualified 
to supply the information desired. The excellent coverage of 
representative American industries which resulted bears evidence 
of the thoroughness with which they have done their part. This 
study was conducted under the supervision of M. A. Moore, 
National Director in Charge of Research. It deals with prob- 
lems of costing labor and overhead which are engaging most indus- 
trial concerns at the present time. 
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ACCOUNTING FOR EXCESS LABOR COSTS 
AND OVERHEAD 
UNDER CONDITIONS OF INCREASED PRODUCTION 


Compiled by 


The Research and Technical Service Department, 
National Association of Cost Accountants, 
R. P. Marple, Director 


N ADDITION to the specific problems involved in accounting 
for government contracts, the Defense Program has presented 
the cost accountant with several other problems, some relatively 
new and others brought into new prominence because of the greatly 
increased rate of industrial activity. The problems involved in 
rising material prices have been discussed at great length during 
recent depression years. Priorities are strictly not an accounting 
problem, although many accounting departments are spending 
much time in this field. But the added cost of overtime labor, the 
premiums paid night shift workers, and the cost of training pro- 
grams all provide the cost accountant with questions of cost 
application which are new to the extent that the present ratio of 
these costs to total costs is abnormally high. In addition, the 
greatly increased rate of industrial activity induced by the defense 
program has presented those companies which absorb overhead 
on a normal capacity, normal volume or standard volume basis 
with the serious problem of deciding whether their normal capacity 
figures should be adjusted to give at least some recognition to 
current production volume. It is these two areas—practice in 
accounting for added labor costs and in absorbing overhead under 
present conditions—that this survey attempts to cover. 


Companies Working on Government Contracts 


The first question in the questionnaire used to collect the data 
reported here was intended to emphasize the fact that this study 
did not relate to accounting for government contracts. Members 
were asked to report whether their companies were engaged in— 

a. Producing partly for government national defense con- 
tracts (as prime or as sub-contractors) and partly for 
stock and non-government customers, or 
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b. Producing entirely for stock or for non-government cus- 
tomers. 


Oi the 263 companies represented by replies to the first question 
210 or 80 per cent reported that they were working on govern- 
ment contracts. Undoubtedly an even larger proportion will be 
so engaged by the time this report is published. In addition, ques- 
tionnaire replies were received from four companies all of whose 
production was for the government. These replies have been 
excluded from this report which is concerned with production 
costs on goods manufactured for stock or for non-government cus- 
tomers. On the questionnaire, the first question was followed by 
the statement: 


“The following questions on accounting for excess labor costs 
apply only to cost accounting for that part of your production 
which is for stock or for non-government customers, since 
many special conditions may apply in the case of national 
defense contracts.” 


Allocation to Periods and to Jobs 


Any problem of cost application involves two questions: the 
first concerned with the allocation of costs between periods and 
the second with the application of costs to individual products or 
groups of products. In the case of overtime premiums paid direct 
labor, there is first the question of whether such premiums are 
costs which it is proper to temporarily capitalize in inventories 
and carry foward to a future period when the goods are sold or 
whether they are costs of the period when incurred and proper 
charges against that period’s income, even though the goods pro- 
duced during the overtime hours are not sold until a future period. 
Secondly, there is the question of whether the cost of these over- 
time premiums should be charged directly to the job or product 
worked on during the overtime hours, spread over all production, 
charged direct to cost of goods sold, or excluded from production 
costs and treated as an administrative or management expense. 
Where the cost is to be spread over all production, there is the 
further question of how this is to be accomplished. 

In order to secure a definite statement of current practice in 
allocating the cost of overtime premiums paid direct labor to 
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periods and to products it was necessary to ask the following 
questions : 

1. Where is the cost of direct labor overtime premiums 
charged originally—to direct labor, to manufacturing bur- 
den or overhead, or direct to a variance account? 

2. If originally charged to the direct labor account, is the 
cost thus calculated used in the valuation of goods in 
process and finished goods? 

3. If originally charged to manufacturing burden or over- 
head do you in calculating burden rates— 

a. Include estimated total overtime premiums ? 

b. Include an allowance for normal overtime pre- 
miums ? 

c. Exclude overtime labor premiums entirely ? 

4. Are your costs accumulated on a job order basis, a process 
cost basis, a standard cost basis, or are two or three of 
these methods used? 

5. Where costs are accumulated on a standard cost basis— 

a. Do you include an allowance for direct labor over- 
time premiums in your standards? 

b. How do you dispose of the variance arising from 
the difference between the actual cost and the stand- 
ard allowance? 


Allocation of Overtime Premiums Between Periods 


Before reporting in detail the answers to each of these ques- 
tions, let us consider the general practice in allocating between 
accounting periods the cost of overtime premiums paid direct labor. 
Of the 263 companies covered by this study, 122 include the over- 
time premiums in inventory values, 78 companies completely ex- 
clude such premiums from inventory values and 63 companies par- 
tially include them in inventory values (though a normal allowance 
in overhead). Table 1 presents this data in somewhat more detail. 

For the purpose of further study the companies have been di- 
vided into two groups: (1) those using standard costs in whole 
or part, and (2) those using actual costs, i.e., job costs, process 
costs or both. Included in the 149 companies using standard cost 
in whole or part are 44 companies which use standard costs in 
conjunction with job costs, process costs or both. These com- 
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Taste I 
Practice ACCOUNTING FoR Direct Laror OvertIME Premiums, WITH 
Respect TO INCLUSION IN OR EXCLUSION FROM Goops IN PROCESS 
AND FINISHED Goops INVENTORIES 


Number of 
Practice Followed Companies 
; Overtime premiums included in inventory values : 
As an element of manufacturing burden..................... 43 


By division of variance account containing overtime premiums 
between inventories and profit and loss.................. 


Total including in inventory values. ...............+- 122 
Overtime premiums excluded from inventory values: 
Through original entry as variance, closed to profit and loss.. 10 
Through treatment as direct labor variance, closed to profit 


Through treatment as burden variance, closed to profit and loss 45 
Total excluding from inventory values..............- 78 


Normal allowance for overtime premiums included in inventory 
values : 
By including as an element of manufacturing burden.......... 63 


263 


panies have been included with those using standard costs exclu- 
sively, as these companies reported in some detail on their standard 
cost procedures. Also included in this standard cost group are 
three companies which report the use of job costs but state that 
a standard conversion rate is used in applying labor and burden to 
jobs. As this study relates to labor and overhead only, the use 
of a standard conversion rate for applying these two elements of 
cost puts these companies in the standard cost group. 

The following tabulation shows both in number of companies 
and in percentages the variation in practice between companies 
which use standard costs and those which use actual costs : 


Numper AND Per Cent or Compantes INcLupING IN AND EXCLUDING 
From INVENTORY VALUES THE OvERTIME PREMIUMS ON Dtrect 


Companies Using 
Standard Costs in Companies Using 

Whole or Part Actual Costs All Companies 
Number Per Cent Number Per Cent Number Per Cent 


Premiums included in in- 


ventory values ........ 39 26 83 73 122 46 
Premiums excluded from 
inventory values ...... 64 43 14 12 78 30 
Normal allowance in in- 
ventory values ........ 46 31 17 15 63 24 
WEE shrnnadeuncs 149 100 114 100 263 100 
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Possible Reasons for Variations 


It is significant that direct labor overtime premiums are almost 
three times as likely to be included in inventory values under an 
“actual” cost system as under a standard cost system. Undoubt- 
edly this variation in practice is partially explained by the different 
concepts of cost under the standard and actual plans. Overtime 
premiums are not “standard” or “normal” to the proponent of 
standard costs; they are likely to be “real” and “actual” costs to 
the advocate of actual costs. In addition, the variance in practice 
may be partially explained by the indecision and lag which always 
exists between the emergence of a new problem and adjustment 
of accounting procedure to meet it. Companies using standard 
costs may not have had a significant amount of overtime in the 
past, so that their standards have not included an allowance for it 
or contained only a normal allowance ; companies using actual costs 
have followed the practice of charging all costs incurred to the 
jobs or processes worked on and this practice has largely continued 
now that overtime premiums are added to the regular labor cost. 

The above indications of present day practice deal only with 
the final result. It is only when we consider in detail the reported 
practices that the great variation in methods becomes apparent. 
Let us consider first the original change made for direct labor 
overtime premiums. Of the 263 companies, 99 or 38 per cent 
make the original charge to the direct labor account, 154 or 58 
per cent record the overtime premiums as an element of factory 
overhead, and 10 or 4 per cent record the overtime premium sepa- 
rately in a variance account, which is not considered a part of over- 
head but is closed directly to profit and loss. 


Companies Making Original Charge to Direct Labor 


Consider next the practices followed by the 99 companies who 
make the original charge to the direct labor account. This group 
is made up of 54 companies using actual costs (29 job costs, 20 
process costs and 5 both job and process costs) and 45 companies 
using standard costs in whole or part. All 54 of the companies 
using actual costs include in inventory values the overtime pre- 
mium which is originally charged to direct labor. Of the 45 com- 
panies using standard costs, 14 include an allowance for estimated 
total direct labor and overtime premiums in their standard product 
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costs, with the result that inventories are charged for these pre- 
miums in the form of an allowance based on expected actual. An 
additional 8 companies secure approximately the same results by 
excluding the overtime premiums from their standard product 
costs and dividing the resulting variance of actual from standard 
between inventories and profit and loss. It should be noted that 
the standard cost method produces a different result from the 
actual cost plan so far as product costs are concerned. Under 
an actual cost system the treatment of overtime premiums as direct 
labor will result normally in their application to the specific job 
or process worked on during the overtime hours, while the inclu- 
sion of overtime premiums as a standard labor cost results in 
spreading the premiums over all goods produced. 

In addition to the 14 companies which include an allowance for 
expected actual overtime premiums in standard labor costs and the 
8 companies which divide the variance account containing the 
overtime premiums between inventories and profit and loss, there 
were 23 companies in the standard cost group which charged over- 
time premiums paid direct labor to the direct labor account, but 
excluded these costs from inventory values by excluding the 
premiums in setting standard labor cost. 


Companies Making Original Charge to Burden 


Turning next to the 154 companies which follow the practice 
of including direct labor overtime premiums in factory overhead 
or burden, we find that this group includes 59 companies which 
use actual costs and 95 companies which use standard costs in 
whole or part. These two groups will be considered separately. 
The following tabulation indicates the practices followed by the 
59 companies using actual cost which treat direct labor premiums 


as a part of factory overhead: Total Com 
Ci ies Compani. panies 
Using Using Companies Using 
Job Process Using Actual 
Practice Costs Costs Both Costs 
1. Estimated total overtime premiums 
included in inventory values.... 19 7 3 29 
2. Overtime premiums excluded from 
inventory values 15 1 1 17 


3. Normal allowance for overtime 
premiums included in inventory 
10 


13 
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The results shown in this tabulation are secured through (1) in- 
cluding estimated total overtime premiums in calculating the bur- 
den rate, (2) excluding such premiums in calculating the rate, 
and (3) by including a normal allowance for overtime premium 
in calculating the overhead rate. 

Of the 95 companies using standard costs which originally 
record direct labor overtime premiums as a part of burden, 17 in- 
clude estimated total overtime premiums in calculating burden 
rates, 31 exclude such premiums in calculating burden rates, and 
47 include a normal allowance only. In the questionnaire members 
whose companies used standard costs were asked to report the dis- 
position made of any variance between actual overtime premiums 
and any allowance for such premiums in standard costs. Three 
companies which exclude overtime premiums from standard costs 
reported that the resulting variance was divided between inven- 
tories and profit and loss. As this gives approximately the same 
result as inclusion of the premiums in burden rates, these three 
companies are included with those who include estimated total 
overtime premiums in calculating burden rates. 


Commentary on Variances in Practice 

The variance in practice revealed by replies to the questionnaire 
are illustrative of the two prevailing viewpoints with respect to 
costs. What might be called the “actual” cost viewpoint contrasts 
with what might be called the “normal” or “standard” cost view- 
point. There are those who feel that “costs are costs” and that 
the only true result is obtained by applying all strictly manufactur- 
ing costs to the product no matter how great the variation from 
one job to another or from one period to another. This viewpoint 
has long been subjected to attack and has gradually given way. 
Today normal burden rates are used generally, and the burden 
over- or under-absorbed is written off currently against profit and 
loss. To some extent the actual cost viewpoint has given way 
with respect to material costs. One effect of the last-in, first-out 
and related methods of inventory valuation is to eliminate the fluc- 
tuations in profits resulting from the application of actual costs. 
Of course, the greatest deviation from actual costs has occurred 
under standard cost plans where inventories are valued at standard 
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and variances from standard cost are written off currently to 
profit and loss. 

In contrast to the actual cost viewpoint is the “normal” or 
“standard” cost viewpoint, under which abnormal or unusual costs 
are excluded from inventory values and written off currently to 
profit and loss. This concept is most commonly applied in connec- 
tion with normal burden rates and standard costs, but there is 
plenty of evidence in the replies to this questionnaire that it does 
not stop there. That 78 companies totally exclude overtime pre- 
miums from inventory values, while another 63 exclude all of 
such premium in excess of a normal allowance, indicates that in 
a majority of the companies covered by this study the excess over- 
tume premiums which have been brought about as a result of the 
excess activity due to the defense program are not considered 
normal costs which are proper additions to the valuation of goods 
on hand. 

There is also the practical viewpoint. By capitalizing in inven- 
tories the overtime premiums and other extraordinary costs of this 
period of high activity, profits are taken now which will be offset 
by inventory write-downs with the next downward swing of the 
business cycle. In recent years much consideration has been given 
to the last-in, first-out and related method of inventory valuation 
with a view to eliminating or reducing the inventory write-downs 
which come with a period of falling prices and reduced activity. 
Inflated values placed on goods in process and finished goods 
inventories as a result of capitalizing in inventories all of the excess 
costs of peak time production may in many cases be almost as 
fruitful a cause of inventory write-downs as material price 
changes. At the present time when costs are increasing, it may 
be helpful to look forward to the effect of current policies and 
practices on what will occur with the next inevitable downturn 
of the business cycle. 

As previously reported, 10 companies follow the practice of 
charging overtime premiums to a variance account as incurred. 
In all 10 cases the variance account is closed currently to profit and 
loss. 


Allocation of Overtime Premiums to Products 


Up to this point we have been concerned with current practice 
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in allocating the cost of direct labor premiums between periods 
by the inclusion or exclusion of such costs in the valuation of 
inventories. A second question is concerned with the allocation 
of the cost of direct labor premiums to products or lines of 
products. Some indication of the practice in this respect has 
already been given. Where overtime premiums are charged to 
direct labor under an actual cost system it may be assumed that 
the individual job or process worked on during the overtime hours 
is charged for the specific overtime premium resulting. Of the 
96 companies which charge overtime premiums to direct labor, 54 
use actual cost and presumably record the premium against the 
job or process worked on. While it may sometimes happen that 
a specific job which must be rushed is directly responsible for the 
overtime hours, this is not the primary cause of overtime at the 
present time. Only in the case of large construction projects or 
large units of product such as a ship or a building can the 
individual job or process be considered responsible for the over- 
time. Today in the majority of cases overtime is necessary not 
because of any one job, but because the total work required on all 
jobs exceeds the labor force available working the 40-hours allowed 
by law before overtime applies. Under these conditions the 
particular job worked on during the overtime hours is no more 
responsible for the overtime premium cost than is any other job 
in the factory. It is conceivable that where the application of 
overtime premiums is left to change, some jobs may be produced 
largely during overtime hours and others largely during regular 
hours with resulting wide variations in labor costs for the two 
types of jobs. Obviously, in any plant where overtime is signifi- 
cant and costs are accumulated on a job-cost basis, serious con- 
sideration should be given to the revision of cost accounting 
methods which permit costs to be allocated to jobs on the basis 
of chance. 


Possibility of Improper Burden Application 


A further error may result from the improper application of 
labor costs. Overhead is often applied to products on an actual 
direct labor cost basis. If the labor cost is distorted, the burden 
cost will likewise be distorted. It is significant that of the 54 
companies using actual costs which charge overtime premiums to 
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the direct labor account, 32 companies or 60 per cent use actual 
direct labor cost, solely or in part, as a basis for applying burden. 
In these cases the jobs which happen to be worked on during 
overtime hours are charged for additional burden as well as for 
additional labor cost. Of course, it would be possible in such 
cases to separate the overtime labor cost from the labor cost at 
regular rates and apply overhead to the regular labor cost only, 
but it is doubtful whether this is common practice. 

While this study was specifically limited to costs connected with 
goods produced for stock or for non-government contracts, it is 
important to note the problem which arises where production in- 
volves both government and commercial work. In order to treat 
overtime premiums paid direct labor as direct costs of the jobs 
worked on, management must take the responsibility of deciding 
what jobs shall be worked on during overtime hours. This is almost 
an impossible task under present-day conditions. The natural result 
is likely to be a decision to apportion the overtime premiums on a 
pro rata basis, giving approximately the same results as would be 
secured by including overtime premiums in burden or in standard 
costs. In the Goodyear-Sears Roebuck case the government was 
sustained in the viewpoint that the savings in manufacturing costs 
arising from a large order using previously unutilized capacity was 
not a saving to be applied to the new order only, but should be 
spread over all production. The same sort of reasoning would 
seem to support the contention that when total production is so 
great as to make overtime necessary, the added cost of the over- 
time labor should be apportioned to all production and not applied 
solely to the jobs which happen to be worked on during overtime 
hours. 

Where overtime premiums are included as a part of the standard 
labor cost, where they are included in burden, or where they are 
accumulated in a variance account which is later divided between 
inventories and profit and loss, the effect is to spread the cost of 
such premiums over all production. Compared with the 54 com- 
panies using actual cost which treat overtime premiums as addi- 
tions to direct labor costs, there are 68 companies which spread 
such costs over all production. Fourteen get this result by including 
an allowance for estimated total overtime premiums in standard 
labor costs, 43 by inclusion of estimated total premiums in burden 
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rates and 11 through the division between profit and loss and inven- 
tories of the variance account which contains the overtime pre- 
miums. In addition 63 companies include a normal allowance for 
overhead premiums in burden rates. The other 78 companies 
follow the practice of charging the overtime premiums against 
profit and loss currently. 


Overtime Premiums Paid Indirect Labor 


Turning now to a consideration of the treatment being accorded 
overtime premiums paid indirect workers, we find that all of the 
reporting companies except three include these premiums as a part 
of manufacturing burden. The three companies whose practice 
is an exception to the general rule record overtime premiums paid 
indirect labor in variance accounts which are closed to profit and 
loss currently. Of the 260 companies which charge such premiums 
to manufacturing burden, 20 did not indicate whether or not these 
premiums were considered in calculating burden rates. The other 
240 companies can be grouped under three heads as follows: 

INCLUSION oF INDIRECT LABoR OVERTIME PREMIUMS IN INVENTORY VALUE 
No. of Companies 
Companies including estimated total overtime premiums 


Companies excluding overtime premiums from inven- 
Companies including a normal allowance for overtime 
premiums in inventory values.................-..5. 79 


In making this grouping there was included in the group which 
include estimated total overtime premiums paid indirect labors in 
inventory values 11 companies using standard costs that exclude 
overtime premiums from burden rates but follow the practice of 
dividing the resulting variance between inventories and profit and 
loss. 

Comparison of the figures above with those for direct labor 
overtime premiums in Table 1 indicates, rather surprisingly, that 
overtime premiums paid direct labor are more commonly included 
in inventory values than overtime premiums paid indirect labor. 
Further analysis indicates that this is due largely to practice in a 
group of companies using actual cost of including direct labor 
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overtime premiums in the direct labor account and using this 
direct labor cost in valuing inventories, while at the same time 
treating overtime premiums paid indirect labor as manufacturing 
burden without including these premiums in calculating burden 
rates. 

There were 17 companies in this group. Also, all but 2 of 
the 20 companies which failed to indicate whether overtime pre- 
miums on indirect labor were included in burden rates were 
companies which follow the practice of including overtime pre- 
miums on direct labor in inventory values as direct labor costs. 


Night Shift Premiums 


Another type of added labor cost of some importance at the 
present time is that resulting from premiums over regular rate 
paid workers in night shifts. Only 26 of the 263 companies 
covered by this study do not operate night shifts. Of the 237 
companies which report that night shifts are operated, 149 pay 
premiums over regular rates to the workers on the night shift. 
The relation of these premiums to regular rates of pay is indicated 
in Table 2. Members were asked to report the premium as a per 
cent of regular rates of pay. Many who reported in this way 
stated that the percentages given were approximate, suggesting that 
the premium is often stated as a specified number of cents per hour 
rather than a per cent of the regular rate. While the questionnaire 
had referred to “night shift” only, several of the replies indicated 
that where three shifts were operated, the third shift was also 
granted a differential over the second shift. 

Members were asked whether in their companies the cost of 
night shift premiums was treated as a cost to be absorbed in inven- 
tories or a cost to be written off against the income of the current 
period. There were no replies to this question from four of the 
companies which pay night shift premiums. Of the other 145, 
83 stated that the cost was absorbed in inventories, 57 stated that 
it was written off against current income and 5 made the following 
explanatory comments: 

“Normal amount included in inventories, excess over normal 

written off currently.” 

“Premiums paid direct labor included in inventories ; premiums 

paid indirect labor written off currently.” 
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“Burden rates are established at normal. If normal requires 
night work, premium is included in standard overhead and 
consequently in inventories.” 

“In departments where multiple shifts are usual, the premium 
is included in normal overhead rates; otherwise charged to 
current operations as unliquidated overhead.” 

“In departments operating normally in two or three shifts it 
is included in costs and inventories. In others it is included 
in burden and treated in the same way as overtime (a profit 
and loss variance).” 


TABLE 2 


Rates oF PREMIUM Paw Nicut Suirt Empioyees By 149 Companies 
Payinc Nicut Suirt PreMIuMSs 


Companies 
Premium stated as a per cent of regular pay: 
15 
Premium varies within following ranges: 
Premium in cents per hour: 
Premiums to second and third shifts: 
Second Shift Third Shift 
5% 1 
7% 1 
10% 2 
1 
Varies with length of service—maximum 10% .......... 1 
5¢ per hour if under $1 per hour earning; over $1 
1 
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Apprenticeship Training 

A third type of added labor cost covered in this study was the 
cost of carrying on an apprenticeship training program. Of the 
263 companies, 136 reported that an apprenticeship training pro- 
gram was being conducted for direct labor. In 112 of these com- 
panies the training program had been in effect prior to the 
beginning of the defense program, while in 24 companies the 
training program was instituted after the beginning of the defense 
program. In several cases the comment was made by members 
with companies whose programs predated the defense program that 
their apprenticeship training programs had been greatly expanded 
recently. Of the 136 companies, two failed to reply to the question 
of whether the cost of their apprenticeship training program was 
treated as a cost to be absorbed in inventories or as a cost to be 
written off against the income of the current period. Of the 134 
replying to the question, 59 include the cost in inventory value 
while 75 write it off against current income. It is interesting to 
note that 17 of the 24 companies whose programs have been insti- 
tuted recently charge the cost against current income, while only 
58 of the 110 companies whose plans were started prior to the 
defense program made the charge against current income. In 
addition, members with 8 of the companies which include in 
inventory value the cost of training programs started prior to the 
defense period reported that only a normal amount was included 
in inventory and that any excess or added cost was charged to 
profit and loss currently. Here again we find rather general 
acceptance of the theory that abnormal or excess costs of an 
unusual period should not be capitalized and carried forward in 
inventories, while the same type of costs once they become normal 
and usual can properly be included in inventory values. 


The Problem of Overhead Application 

Admittedly, the most difficult problem of industrial accounting 
is the application of overhead to goods produced. This problem is 
intensified when industrial activity is abnormally low or abnormally 
high. Because of the fixed costs involved, the application of actual 
overhead costs results in high unit costs in periods of reduced 
activity when selling prices are low and low units costs in periods 
of greater than normal activity when selling prices are high. 
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Naturally this affects some companies more than others. Of the 
263 companies covered by this study, 14 report the use of actual 
burden rates. Twelve others failed to report the basis used in 
applying burden. The remaining 237 reported that predetermined 
tates were used in applying overhead. 

In arriving at a predetermined burden rate for a department or 
entire plant, two estimates are necessary (1) an estimate of 
volume in terms of units of product, labor hours, machine hours, 
or other common measure of production, and (2) an estimate of 
total overhead for the forecasted volume of activity. In practice, 
volume of production or activity is stated either at the expected 
volume for the period for which the rates are set or at normal 
capacity, normal volume or standard volume. Where the former 
basis is used any over- or under-absorbed burden or overhead 
merely reflects differences between the estimated volume and ex- 
penses and the actual volume and expenses, and the balance is 
likely to be relatively small. Where burden rates are arrived at 
on the basis of estimated normal capacity, under-absorbed balances 
usually result from operations at less than normal and over- 
absorbed balance from operations at more than normal. 


Basis Used in Calculating Burden Rates 

In an earlier research study dealing with “Practice in Applying 
Overhead and Calculating Normal Capacity,” an indication of 
method used in applying overhead was obtained. One of the ques- 
tions asked at that time was repeated in the questionnaire used in 
the present study. The practices followed by the two groups of 
companies in applying overhead are summarized in the following 
tabulation : 

Meruop Usep 1n CALCULATING BurDEN RATES 


Prior Study Present Study 
Number of Number of 
Companies Per Cent Companies Per Cent 
Companies using normal capacity...... 127 60 154 61 
Companies using expected volume...... 67 32 83 33 
Companies using actual rates.......... 18 8 14 6 
212 100 251 100 


If the companies using actual burden rates are eliminated the 
percentages are the same for both studies—65 per cent of those 
using predetermined rates base such rates on normal capacity and 
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35 per cent on expected volume. Because of the different methods 
used in distributing the two sets of questionnaires, there is rela- 
tively little duplication of companies in the two studies. Thus, 
their very close agreement tends to indicate the adequacy of the 
sample in each case. 


Tendency to Increase Normal Capacity 

The previous study of practice in accounting for overhead re- 
vealed a wide variance in methods of arriving at normal capacity. 
With the great increase in industrial activity during the past year, 
the date of mailing the questionnaire in the present study appeared 
to be a good time to determine to what extent companies using 
normal capacity change their normal capacity figure with each 
important shift in industrial activity. Accordingly, members with 
companies using normal capacity were asked whether the normal 
capacity figures for their companies had been increased recently, 
and, if increased, the rate of increase. Of the 154 companies 
reporting the use of the normal capacity basis, 7 failed to indicate 
whether or not there had been an increase, 92 reported no recent 
change in normal capacity figures, and 55 stated that a recent 
increase in normal capacity for burden rate purposes had been 
made. Of the 55 companies, 40 reported the approximate per 
cent of the increase. The rates of increase reported are summarized 
in the following tabulation: 


Per Cent INCREASE IN NorMAL CAPACITY 


Rate of Increase Number of Companies 
12 

40 


Unfortunately the question with respect to an increase in normal 
capacity was not accompanied by a question dealing with the reason 
for the increase, so that it is not possible in any individual case 
to determine whether the increase in normal capacity was due to 
an anticipated greater utilization of present capacity over a period 
of years, or to an increase in available capacity without any increase 
in its rate of utilization, or to a combination of the two. Un- 
doubtedly some of the companies which reported that normal 
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capacity figures have been increased recently have made such 
increases to reflect the expansion of the physical productive ca- 
pacity of the plant or department involved, rather than to reflect 
a change in the normal rate of utilization of available capacity. 
Accordingly, it would appear that the current expansion of indus- 
trial activity has not resulted in any stampede to increase normal 
capacity figures and reduce burden rates. The answers to this 
question—considered with the answers to another question on 
experience in over- and under-absorption of burden in recent 
years (to be reported shortly )—would seem to indicate that many 
industrial accountants are viewing the current period of increased 
activity (or at least the early part of it) as just one of the fluctua- 
tions which go to make normal and as an offset to the below normal 
years which resulted in considerable under-absorption of burden 
prior to 1940. 


Tendency Toward Over- and Under-Absorption in Last Ten Years 


To provide an indication of whether the normal capacity figures 
used by companies during recent years had been higher or lower 
than actual production, members were asked to report the number 
of years during the past ten in which burden was under-absorbed 
and the number of years of over-absorption. Naturally, it would 
have been more informative to learn the net amount of over- or 
under-absorption during this period, but it was felt that many com- 
panies would not be in position to provide this information, so that 
it was decided that a rough indication of results might be obtained 
from a comparison of the number of years of over-absorption with 
the number of years of under-absorption. 

The replies to this question are summarized in Table 3, which 
also reports the years of under- and over-absorption of burden by 
companies which base their burden rates on expected volume. As 
previously stated, over- and under-absorption in the case of com- 
panies basing rates on expected volume of activity reflects errors 
in the estimates of expected volume or expenses. The fact that 
the 56 companies using expected volume and reporting the years 
of over- and under-absorption had 273 company-years of under- 
absorption to 220 company-years of over-absorption merely indi- 
cates a slight tendency to over-estimate the volume of production 
or under-estimate the expense during this ten-year period. 
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The information supplied by the companies using normal ca- 
pacity is more significant. The fact that the 122 companies in this 
group which report on the number of years of over- and under- 
absorption had 823 company-years of under-absorption to 315 
company-years of over-absorption points to a tendency to over- 
estimate normal capacity, or better—to state normal capacity or 
volume at a figure somewhat higher than average volume. Of 
course, the results shown here are not conclusive—the amount of 
over-absorption in 3 active years might be sufficient to offset the 


TABLE 3 


CLASSIFICATION OF COMPANIES BY NUMBER OF YEARS OF UNDER- AND 
Over-ABSORPTION OF BURDEN 


Companies Using Companies Using 
Normal Capacity Expected Volume 
Years of Years o Total Years Total Years 
Under-Ab- Over-Ab- No. of Under- Over- No. of Under- Over- 
sorption sorption Companies Absorbed Absorbed Companies Absorbed Absorbed 
10 0 21 210 0 6 60 0 
9 1 12 108 12 5 45 5 
8 2 19 152 38 3 24 6 
7 3 19 133 57 7 49 21 
6 4 16 96 64 3 18 12 
5 5 6 30 30 6 30 30 
4 6 6 24 36 3 12 18 
3 7 3 21 3 21 
2 8 1 2 8 1 2 8 
1 9 1 1 9 1 1 9 
0 10 2 0 20 7 0 70 
Totals .... 106 765 295 45 250 200 
Companies reporting 
for less than 10 
DE cnesendexecs 16 58 20 11 23 20 
823 315 56 273 220 
Year of under- & 
over-absorption not 
reported .......... 32 27 
Total companies using 83 
normal capacity... 154 
Total companies using 
expected volume .. 
Total companies using 
14 
Companies not re- 
porting how rates 
12 


Total companies.. 263 
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under-absorption in 7 less active years,—but they tend to support 
a feeling in some quarters that even those accountants who sub- 
scribe to the theory that normal represents the average ability or 
capacity to produce and sell over a period of years have a tendency 
in applying this concept to set normal capacity at a figure somewhat 
higher than average. It is interesting to note in this connection 
that companies which have more years of under-absorption than 
over-absorption in the last 10 are as inclined to increase their 
normal capacity figures now that volume has increased as are the 
companies which have had more years of over-absorption than 
under-absorption. While 37 per cent of all companies using normal 
capacity stated that the normal capacity figure had been increased, 
38 per cent of the companies with more years of under-absorption 
than over-absorption reported an increase in their normal capacity 
figures, and 35 per cent of the 21 companies which have had 
under-absorption in each of the last 10 years report normal capaci- 
ties increased and burden rates reduced. 


Practice in Disposing of Over-Absorbed Balances 

In view of the prospects of considerable over-absorption of 
burden for the current year and possibly for the years immediately 
ahead, more than usual interest attaches to the practice followed 
by industrial companies in disposing of over-absorbed burden 
balances. Members were asked to report the practice followed by 
their companies in this respect. The replies are summarized below 
along with the answers to a similar question in a previous study 
dealing with “Finished Goods Inventory Practice” : 


PRaAcTICcE IN Disposinc oF Over-ABsoRBED BuRDEN 
Prior Study Present Study 
embers o 


Members of s 
Companies Per Cent Companies Per Cent 


Over-absorbed amount carried in total 

181 86 159 79 
Over-absorbed amount apportioned be- 

tween profit and loss and inven- 

Over-absorbed amount credited to a re- 

serve to be used in offsetting future 

re 9 4 11 5.5 


Whether the small variance in practice shown by these two studies 
is due to a change in practice as a result of the increased tendency 
toward over-absorption between the dates of the two studies or 
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due to the difference in the make-up of the two groups of com- 
panies it is not possible to say. However, the findings in the two 
studies do definitely indicate that it is general industrial practice 
to treat over-absorbed burden, like under-absorbed burden, as a 
profit and loss adjustment, that in only from 10 to 16 per cent of 
the companies is it the practice to divide the over-absorbed amount 
between inventories and profit and loss, and that the carrying 
torward of the unabsorbed amount is less frequently found than 
the other two practices. Undoubtedly, the reported practices have 
been influenced somewhat by the fact that over-absorption during 
recent years has not been as common as under-absorption, and 
probably in the case of individual companies has been of small 
amount. With the increase in the number of companies over- 
absorbing burden and the increasing amounts over-absorbed which 
will result from the present increased volume of production without 
(in the majority of cases) an increase in normal capacity or 
decrease in burden rates, it is possible that there will be some shift 
in practice with fewer companies treating the large over-absorbed 
balances as additions to income. 

The disposition of over-absorbed burden balances is of more 
importance in companies using normal capacity than in companies 
where burden rates are based on expected volume. However, the 
following summary of reported practice with companies classified 
by methods of calculating burden rates indicates that there is very 
little variation in the way the two groups of companies dispose of 
over-absorbed balances: 


DisposiTION OF Over-ABSORBED BURDEN 


CoMPANIES CLASSIFIED BY METHODS OF CALCULATING BuRDEN RATES 
Companies Using Companies Using Com- Basis of 


Normal Capacity Estimated Volume feuies Applying 
Using urden 
Disposition of Over- No. of Per No. of Per Actuai not 
Absorbed Balance Totals Companies Cent Compames Cent Rates Reported 
Carried in total to 
profit and loss .... 159 106 80 50 77 a 3 


Apportioned between 

profit and loss and 

inventories ....... 31 19 14 12 18 
Reserved for use in 

off-setting future 


under absorption... 11 8 6 3 5 
Disposition not re- 
62 21 18 14 9 
Totals ........ 23 
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